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ARE TAXES FOR REVENUE OBSOLETE? 


F° a long time there has been a conflict of views 

regarding the proper purposes for which taxation 
should be used. According to one view, taxes should be 
imposed for revenue purposes only. According to another 
view, they should be employed primarily to accomplish 
some broad, though not always lofty objective of policy. 
Historically, these non-fiscal objectives have ordinarily in- 
volved curbing, controlling or destroying something. More 
recently, it has been asserted by various writers that govern- 
ment can finance the cost of its services in other ways than 
by taxation, and that the exercise of the taxing power is 
warranted only as a means of regulating the supply of 
money, the volume of production, and the prices of goods 
and services. 

The fundamental cleavage between these opposed view- 
points is a difference of doctrine and philosophy with re- 
spect to the role of government. The doctrine of taxation 
for revenue implies a restriction of the amount of taxes 
to that required to cover the expenditures made in pro- 
viding public services. There may be wide differences 
among those who hold this doctrine with respect to the 
amount that should be spent on the public services, but all 
adherents to the doctrine would agree that the objective 
is the financing of these services by levies drawn in some 
way from the current income of the people. The doctrine 
of taxation for non-fiscal purposes implies a greater con- 
cern for the accomplishment of some objective other than 
the direct performance of public services, by comparison 
with which the revenue results from the taxes imposed are 
not important. 

Certain differences of tax administration technique under 
the two doctrines are obvious. When the revenue objective 
is paramount, there is regard for the rules and procedures 
that have been developed over a long period relative to 
the proper assessment of the tax base, the selection of the 
rates of taxation to be applied, the protection of the inter- 
ests of taxpayers through review, administrative adjust- 
ment, and judicial interpretation of statutes. In all of these 
procedures the aim is to arrive at some standard of fairness 
and reasonableness in the distribution of the tax burden 
among the persons subject to it. 

When the non-fiscal objective is paramount, there is no 
real need to observe any of the administrative practices 





that are ordinarily associated with the exercise of the taxing 
power. If the purpose is to curb or control, the operation, 
executed under the guise of a tax, can be as ruthless or as 
discriminatory as the intentions of the administrator, or of 
the policy which he is applying, may dictate. Carried to its 
ultimate degree of application, there would be no case for 
an appeal against the severity of the tax or the harshness 
of its application. 

Three principal groups may be distinguished, among 
those who advocate the use of taxation for non-fiscal pur- 
poses. One group consists of the planners who believe that 
taxation should be used to direct economic effort into those 
channels deemed, by the planners, to be most advan- 
tageous for the nation. The following passage was written 
some years ago by an English author:* 

There is, in fact, no sound reason why taxes 
should not be levied with a view to some social 
advantage, whether to check harmful or useless 
luxuries, or to limit opportunities for drunken- 
ness, or to levy on tobacco users rather than on 
bread users; to stimulate production or to avoid 
checking production; or finally, to alter the dis- 
tribution of wealth to the general advantage. 

Here is, obviously, the viewpoint of the planner, the 
one who is sure that he knows just where the social ad- 
vantage lies. He knows, first of all, which articles of com- 
merce are luxuries, and he feels competent to distinguish 
between those luxuries that are harmful or useless and 
those that are beneficial. Perhaps, like the old Puritans, 
he would regard all so-called luxuries as harmful or use- 
less; but if so, he would be obliged to ignore the entire 
history of industrial progress, for many of the articles 
that are now generally accepted as highly useful and neces- 
sary began their respective careers as scarce, high-priced, 
luxury items available to only a few. Some, like the bath 
tub, were looked upon as positively injurious. 

It could be inferred that the writer of the above passage 
had no truck with either the Demon Rum or My Lady 
Nicotine. He would use taxation to restrict tobacco culture 
and promote wheat culture. Like all planners, who are 
sure they know the right answers, he takes no account of 





1R. Jones, Taxation Yesterday and Tomorrow (1921) p. 130. 
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that fact that in a free market economy the relative market 
prices of goods will guide the application of labor and 
capital into the suitable channels without any interference 
by government. 

The foregoing excerpt suggests, also, an afhliation with 
the second group that would use the taxing power for a 
non-fiscal purpose, namely, those who aim at a redistribu- 
tion of wealth. 

The advocates of this policy, for the most part, disavow 
an intention of achieving complete equality. Their position 
is that some inequality is a good thing, but they have never 
agreed upon definite standards to indicate just how much, 
in their opinion, would be tolerable. 

Less is known about the facts of wealth and income dis- 
tribution than would be desirable, but the income tax 
Statistics provide some helpful information. No statistical 
answer can be found in them, however, to the important 
question as to the degree of correlation between economic 
inequality and the innate capacities of individuals. That 
there are great variations of the latter sort is entirely 
apparent, and this is something about which the planners 
can do nothing. In the absence of information on the 
point, there is no way of knowing how much, if any, 
equalization of incomes would be required to establish a 
perfect correlation between income and capacity. 

Obviously no tax law could be so framed and admin- 
istered as to take away a part of such incomes as were 
greater than warranted by individual capacity, while pass- 
ing over other large incomes which accorded with the just 
deserts of the recipients. Progressive taxation is applied 
according to income size only and it intensifies the in- 
equality of income after taxes in relation to individual 
capacity. Severe progression sets a ceiling limit on income 
regardless of differences in capacity. 

According to reliable accounts, the wage system of non- 
capitalist Russia has been modified steadily in the direction 
of disparities of earnings according to differences in in- 
dividual capacity. But the Russian tax system does not 
proceed, as might be supposed, to level off the income 
differences established by the wage system. Instead, it 
places extraordinary reliance on heavy rates of sales tax, a 
method of taxation which is the opposite of income equali- 
zation in its effects. 

A third group which holds that taxes should be used 
for other purposes than securing revenue includes those 
persons who would achieve some particular kind of eco- 
nomic stability through manipulation of the currency and 
the public debt. This group would say, in essence, that 
there is no need for government to levy taxes in order to 
get money, since it can make its own money in any quan- 
tity required. Taxation should be used, and its use should 
be justified, only when the public interest called for a 
reduction of the money already in the hands of the people, 
or for the achievement of certain purposes of a social and 
economic character.2 





2 Representative statements of this view point are: ‘‘Functional Finance 
and the Public Debt’’ by A. P. Lerner in Social Research, Vol. 10, pp. 38- 





The general position taken by some advocates of fiscal 
manipulation to establish and maintain economic stability 
has been discussed elsewhere.3 Here it is appropriate to 
examine some other expressions of this doctrine. A recent 
presentation by Mr. B. Ruml may be taken as an example.* 

In Mr. Ruml’s paper, which was an address before the 
American Bar Association, the following thesis is stated: 

The necessity for a government to tax in order 
to maintain both its independence and its sol- 
vency is true for state and local governments, 
but it is not true for a national government. Two 
changes of the greatest consequence have oc- 
curred in the last twenty-five years which have 
substantially altered the position of the national 
state with respect to the financing of its current 
requirements. 

The first of these changes is the gaining of 
vast new experience in the management of cen- 
tral banks. 

The second change is the elimination, for 
domestic purposes, of the convertibility of the 
currency into gold. 

A national state which has a central bank and an incon- 
vertible currency, according to Mr. Ruml, has achieved final 
freedom from the domestic money market in meeting its 
financial requirements. Accordingly, it is finally free of the 
necessity of levying taxes for revenue, and in such use of 
taxation as is made, its social and economic consequences 
should be the primary concern. 

The first stage of the argument in support of the fore- 
going propositions is that governments which do not col- 
lect enough in taxes to pay their bills must borrow, and 
if they were dependent, in this borrowing, upon the do- 
mestic money market, they would presently encounter re- 
sistance to further loans that would force interest rates 
to inordinate levels. The source of this resistance would 
no doubt be the growing concern, among the members of 
the financial community, as to the prospects of debt re- 
demption. The record of history is clear to the effect that 
when debt becomes too burdensome, some kind of skull- 
duggery is likely to be resorted to in order to ease the 
load. Therefore, says Mr. Ruml, the possession of a central 
bank, as in England, or the existence of a privately owned 
central bank which can be sufficiently dominated, will 
emancipate the national government from the chains which 
the domestic money market tends to forge for it. He regards 
the United States as being in this favorable position. 

The second stage of the argument is that the emancipa- 
tion is fully completed when there is no obligation to 
redeem the currency in gold. Where this obligation exists, 
the necessity of getting and keeping gold for reserve pur- 
poses, and of preserving some relation between the volume 
of obligations (either as currency or as deposit credits or 
bonds) and the amount of the reserve, tends to cramp the 
ae 3g ation, Seclap, god npn, tv 1 8. “Fanoary, 198, 3539. 


H. L. Lutz, Guideposts to a Free Economy, Chap 
4 fe footnote 2. 
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style of those who would finance the public services with- 
out resort to taxation. 

The first point to be noted is the question as to why 
a national government which is going about its own affairs 
should find any necessity for calling on the domestic money 
market to help finance its current requirements. It is true, 
as Mr. Ruml says, that in recent years nations have been 
spending in excess of their tax revenues. He says that they 
have been paying their bills through borrowing. Some 
doubt is warranted as to whether the bill has really been 
paid, as yet. The individual who gets goods on credit 
at a store can hardly be said to have paid his bill merely 
by giving the dealer his promissory note, or by borrowing 
at the bank the money he gives the grocer. But here is 
the distinction which Mr. Rum! makes when he insists 
that only national governments can pay without paying. 
The secret is that only a national government has the 
authority to print and issue money. The state and local 
governments and the individual citizens are not allowed 
to have their own private printing presses for that purpose. 

But why should even a national state need to live on its 
promises? The war emergency is over, or so we hope; and 
Mr. Ruml’s thesis does not rest upon the continuance of 
grave national or international emergency. Unless the Con- 
gress is to continue spending at a very much larger rate 
than now appears necessary, or even likely, taxation for 
revenue will be as effective an emancipation from the do- 
mestic money market as would the ownership of a central 
bank, with a bureau of printing and engraving thrown 
in. And yet, there is no hint in Mr. Ruml’s paper that the 
freedom from money market domination, which he re- 
gards as so essential, is a desirable condition because of 
the federal obligation to spend, in future, more than a 
reasonable tax system will produce. 

If taxes are not to be levied for revenue, then the tax 
yield will be subordinate to other purposes. This means 
that the bulk of the government’s funds is to be obtained 
in some other way. The clue to the alternative is the refer- 
ence to a central bank and an inconvertible currency. Given 
these conditions, there would be emancipation from taxa- 
tion for revenue as well as from the domestic money 
market. 

The mechanics of spending without taxing would be 
as follows. The government would deliver its debt paper 
to the central bank and receive federal reserve notes or 
deposit credits. These forms of purchasing power would 
pass into the hands of the public through the spending 
operations of the various departments and agencies. The 
only reason for dealing with the central bank instead of 
printing and paying out greenbacks is that the convenience 
of the check and deposit system would be preserved. 

When a government sets out to operate by such methods, 
it is very likely to find itself on a one-way street. The pro- 
cedure for putting the purchasing power into circulation 
would be so much more agreeable and pleasant than the 
reverse one of getting rid of it, that the return trip would 
not often be taken. Messrs. Lerner and Hayes would use 
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taxation to withdraw purchasing power when it appeared 
that too much of it was floating around. This they regard as 
the principal function of taxes.® 

The test by which the need for taxation would be 
indicated would be an increase of prices, which would 
mean that the people were in possession of too much 
money. Mr. Ruml subscribes to the view that taxes should 
operate to maintain a stable price level. He holds that 
if federal taxes are insufficient or of the wrong kind, the 
purchasing power in the hands of the public is likely to 
be greater than the output of goods and services with 
which this demand is to be satisfied. 

Such, indeed, is likely to be the result if the primary 
resource for covering current spending is to be reserve 
bank credit and inconvertible currency. This process is 
essentially inflationary, since the government is coming 
into the market with funds that do not represent a trans- 
fer of private purchasing power. The basic financing opera- 
tions would constantly present the threat of inflation, and 
it would be as constantly necessary, therefore, to levy taxes 
in order to draw off the excess purchasing power. Thus, 
the program which is offered as a substitute for revenue 
taxation is one of inflation and of taxation to curb the 
inflation. 

When taxation is employed primarily to take money 
away from those who have too much, the problem is to 
locate them and apply tax methods that would accomplish 
this result. We know from the data relative to income 
distribution that the bulk of this aggregate purchasing 
power will be in the great mass of small incomes. The 
favored tax device would be the income tax, but even at 
the exemptions allowed by present law, only a minor part 
of the total income payments would be levied upon.® It 
will be very difficult to control an inflationary tendency 
which is generated mainly by enlarging the lower levels 
of money income, while the principal control device (the 
income tax) is so designed as to bear most heavily upon 
the higher brackets of income. 

In order for the inflation control mechanism to be most 
effective, there should be a cessation of the credit inflation 
while taxes were being used to mop up the surplus pur- 
chasing power. But this would deprive the government of 
funds for current operation. It would appear to be neces- 
sary, therefore, to levy taxes heavy enough to absorb pur- 
chasing power faster than the current spending added to 
it, whenever it was deemed that inflationary tendencies 
were in the ascendant. Under such a scheme there would 
be budgetary balance of a sort. Government would be tak- 
ing in more than it paid out, and presumably the pur- 
chasing power absorbed by the taxes would be used to 
cancel some of the government’s debt to the central bank. 
What are the supposed advantages, if any, to be found 
in such a program? 

For an answer to this question, a simple comparison 
may be made between functional finance and orthodox 

5Cf, references in footnote 2. 


*Cf. The Committee on Postwar Taxation, A Tax Program for 4 Solvent 
America, p. 263. 
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finance methods. Under the latter, government draws pur- 
chasing power from the people by taxation and pays it out 
again. The tendency of the taxes to reduce the buying 
power of the taxpayers (called a deflationary tendency) 
is offset by the spending which restores the tax money 
to use again. Thus, the budgetary operations have little or 
no effect on prices. The extent of the taxing and spending 
will be determined by the scope and the cost of the public 
services. Taxes will be levied according to rules of pro- 
cedure under which the rights and interests of taxpayers 
are safeguarded. While every tax will have its effects of 
a social and economic character, and while these effects 
must be considered, the primary concern in levying taxes 
for revenue will be to use those methods and rates of tax, 
and to limit the tax burden within those bounds, that 
will offer a minimum impediment, to the full operation 
of the productive forces. 

Under functional finance, the government gets its pur- 
chasing power by inflation, hence it is emancipated from 
dependence upon taxation for the support of its current 
service operations. It is therefore free to employ the taxing 
power for other purposes, in addition to that of curbing 
the consequences of its inflationary policy. It can be used 
to direct, to penalize, and where the planners deem neces- 
sary, to destroy. The methods employed may be as harsh 
or discriminatory as the achievement of the purpose 
demands. 

All taxation is a species of confiscation, in that it is a 
taking of private possessions by the state without giving 
fair compensation. Another way of saying the same thing 
is that taxation is always burdensome. This would be as 
true of the taxes imposed for revenue as of those imposed 
to achieve some social purpose. In so far as there is a 
counter-balancing consideration in the case of revenue 
taxation, it is in the services which are paid for with the 
taxes. When the marginal advantage of the services falls 
below the marginal disadvantage or burden of the addi- 
tional taxes, the citizens have it in their power to call a 
halt to further spending and taxing. 

They have no such control or remedy under functional 
finance. In the first place they have no control of the 
spending, for that is to be financed initially by pumping 
out credit. There is no balancing of burdens against bene- 
fits, for there is, in this process, no burden. In the second 
place, they have no control over the taxing, for the con- 
fiscatory action must not only go far enough to correct the 
effects of the inflationary spending, but also enough 
farther to correct any digression from the path marked 
out by the planners toward the good state. For example, 
there must be achieved whatever degree of equalization 
of wealth and incomes may be decreed. There must be 
enough discrimination to mete out such rewards and pen- 
alties as may be in order. 


The taxes which would be levied to control inflation or 
to accomplish some social purpose would be as burden- 
some as, or even more so than, those levied for revenue 
purposes. It seems to be assumed by the planners that be- 
cause the funds created by credit inflation involve no pres- 
ent burden on the citizens, the withdrawal of these funds 
by taxation should likewise be burdenless. Such would 
never be the case. Regardless of how the individual comes 
into possession of his purchasing power, any manner 
whereby he is deprived of it is objectionable to him. There 
is every reason to anticipate that the burden of the taxes 
would more than offset the stimulus of the credit injections, 
particularly if the taxes were imposed primarily for some 
restrictive or regulatory purpose. 

Functional finance is essentially a mechanistic device for 
pumping purchasing power into and out of the economic 
system. As just noted, the pumping process is not equally 
frictionless in both directions. Were it to be applied, there 
is every prospect that the main objective of the economy 
would not be adequately achieved, namely, the maintenance 
of vigorous economic activity, which is the only valid 
source of productions, jobs, and income. Moreover, the 
resort to periodic sprees of confiscation through regulatory 
taxation would defeat its own purpose so far as social ad- 
vance is concerned. By and large, most of the so-called 
social goals will be reached naturally and normally as the 
principal economic objective is attained. This has been 
demonstrated by the growth of well-being pari passu with 
the advance in productivity in the United States. A sub- 
stantial basis for higher well-being can be laid only as 
we can create and afford it through greater and more 
efficient economic effort. That governmental system will 
most effectively promote the intangible aims of society, 
which is so designed and operated as to constitute the least 
impediment to the operation of the productive forces. As 
a fiscal measure, the confiscation of private wealth and 
income for the service of the public powers, within the 
limits set by moderate budgets, will be far less harmful 
than wholesale, indiscriminate confiscation inspired by 
vague social theories and subject to no limit other than the 
grand design laid out by the expropriators. 

No, taxation for revenue is not obsolete. Open and 
above-board policies of government, arrived at through 
popular consent and paid for by the people out of their 
own incomes, are not obsolete. What we should regard as 
obsolete are those relics of medieval statism which are 
now being revived and advanced as new-thought fiscal 
policies — the sacrifice of popular control over spending, 
taxing, and the use of governmental powers rather than 
work, sweat, and thrift to achieve social goals. 

HarRLey L. Lutz 
Professor of Public Finance 
Princeton University 
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